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Technology Claim

DISCLOSURE STATEMENT

This advice constitutes return information subject to I.R.C.
§ 6103. This advice contains confidential information subject to
attorney-client and deliberative process privileges and if
prepared in contemplation of litigation, subject to the attorney
work product privilege. Accordingly, the Examination or Appeals
recipient of this document may provide it only to those persons
whose official tax administration duties with respect to this
case require such disclosure. In no event may this document be
provided to Examination, Appeals, or other persons beyond those
specifically indicated in this statement. This advice may not he
disclosed to taxpayers or their representatives.

This advice is not binding on Examination or Appeals and is
not a final case determination. Such advice is advisory and does
not resolve Service position on an issue or provide the basis for
closing a case. The determination of the Service in the case is
to be made through the exercise of the independent judgment of
the office with jurisdiction over the case.

DISCUSSION

This memorandum is in response to your request for advice
concerning the above-referenced matter. Specifically, you have

asked us to review 's
(taxpayer) claim made subsequent to the issuance of the Form 5701
concerning the amortization of certain "technology". It is our

position that the taxpayer is not entitled to amortize what the
Laxpayer has classified as "technology" acquired pursuant to a
Eransaction the taxpayer has nominated a "contingent purchase
transaction”.
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The initial [ G :ision of the o crating

subdivision between the taxpayer and was along
gecgraphic lines and was treated as a tax free I.R.C. § 355
division "split-off". T was no "acguisition" of technology

by the taxpayer in or otherwise.

FACTS

is a U.S. holding company incorporated
was owned equally by the unrelated
company

in and priocr to

foreign stockholders: a
-g company (MM, an
company, ( , and their

subsidiaries.

and a
company, Except for a [ ownership
in H held by related minority investors, the stock of [JJand

each of the operating subsidiaries was i
or indirecely, (NN -, N

inally owned directly
Wand for more than
years.

entered into a "Framework Agreement" (FA)
dated This provided the basic cooperation
agreement among stockholders as to the sale of stock by

division of business operations along the geographic lines
between and and cooperative management of so-called

" technology". The details related to the sale of stock by

are incorporated in the "Share Purchase Agreement" (SPA}
dated . Details related to the division of
business between and M 2re Incorporated in the Stock

Purchase and Exchange Agreement (SPEA) dated

and

The lso anticipated formation of a separate company to
be ownedEby-and This proposed entity would
manage the existing technology and develop and license new
technology. With respect to the use of technology, the FA states
in part as follows:
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See FA, pg. L

By Bl WM 213 its atfiliates and B -G its affiliates
had encountered substantial disagreement with respect to the
interpretation of the [ agreements. As a result, the
provisions of the FA were never fully implemented. The proposed
joint venture technology company was not formed. No royalties
beyond the phase-out of royalty obligations to for old
orders at the reduced rate were ever paid. Any existing accruals

were reversed.

as a result, M ana miates filed suit in M to

prevent [l from using the technology. After several
ears of litigation, a lower court issued a decisi in fav of
i. The lower court's decision was appealed bylm Hand
entered into the Il Settlement Agreement before an appeals
court heard the case.

The Settlement Agreement provided that
additional payment of $ﬁ in cash to in settlement of
all claims of and its affiliates against and its
affiliates. The Settlement Agreement also provided that
its affiliates would have royalty-free rights to use
patents owned by in the geographic territory of the United
States of America, , and i -

has the rights tc designing, engineering, and development of
products covered by ﬁpatents, on a worldwide basis.

and its affiliates would have royalty-free rights to use

patents owned by in the _geographical areas cutside the

United States of America, / ﬂand They

would also have the rights to make products, covered by
patents, on a worldwide basis.

In addition, M and its affiliates would own the " '
trademark in the United States of America, N and
M B -G it:c affiliates would own the ™ '

trademark in the rest of the world.

As already discussed above, but more specifically, on
d pursuant to a Share Purchase Agreement (SPA),
-was aciuired by the remainin shareholders. then

became owned by and and [l then agreed to

divide their joint holdings accordini to a Stock Purchase and

Exchange Agreement (SPEA} dated

B -3 its interest in NG
exchanged its interest in [l
shares of its own

(taxpayer), a U.S.
stock

shares of

would make an

and

Under the terms of

for

common stock.
holding company of

, purchased
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stock from 8 2s a result of the
and and [l ovned

and shares of
division owned
and subsidiaries.

The exchange of [ NINEIEINE BN -

for its own stock was reported on the I Federal 1
Return as a tax free "split-off" under I.R.C. § 355.
addition, [l shares of _and N -harcs of
(representin of itg investment were sold on

for cash to and [l and the sale reported on Schedule D.

stock by |l

ncome Tax
In

Through Il MM accrued and paid a Bk feei Bk for royalties

and WY for research and development rovalty to In

. accrued royalties at to only for prior
orders. For a short time, royalties were also accrued but
reversed as a result of the dispute between and AS
part of the I settlement, also paid § in
all royalties due to

for

It is important to note that the issue concerning the
purported "acquisition" and "amortization" of the ﬁ
"technology" was presented by the taxpayer to examination as a
claim. This was subsequent to Examination's issuance of the Form
5701.

DISCUSSION

The taxpayer's position is essentially the following:
Because of a lawsuit settlement and the payment by the taxpayer
of SHIEIINEEEN in , it is entitled to amortize a cost basis
of I >:cirning in The amortization is being
claimed, starting inﬁ on the theory that the I settlement
represents t losing of a "contingent purchase transaction"
initiated in The $ﬁgcost basis allocated to the
technology in consists of deemed annual royalty payments
capitalized since The taxpayer proposes that these would
be amortized on a straight line over years ( .
The SHEEEEEENM>ctually paid in would be amortized on a

straight line over|jjjj}vears
The taxpayer's arguments supporting its claim are a arently
contained in an * memorandum from *
which is stamped "Draft". The Service has requested the
actual, non-draft, memorandum in a IDR. They
have refused to provide it. However, a cover letter attached to
the "Draft" states that although the memorandum may be subject to
change, "we anticipate that any changes to the memo would be

minor."
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The taxpayer presents three (3) arguments in its
BN draft memorandum ("Memo"). For the sake of simplicity, we
will analyze each argument in the order presented by the
taxpayer.

-Argqument 1: Contingent Purchage Trangsaction

of

The taxpayer's first argument is that the "acquisition®

the right to use technolo should he v

As such, the ¢

(Id. emphagis added)

Specifically, it appears that the taxpayer is arguing that
there was a stock iurchase and technology purchase (i.e. two

components) in with the technology aspect of the sale being
"closed" in

However, we have reviewed the numerous documents you have
submitted. It is our opinion that the documents thus far
submitted by the taxpayer not only fail to substantiate their
argument, but are, for the most part contradictory to their claim
that this was a so-called "contingent purchase transaction®.

Because of the number of documents you have forwarded, for
the purpose of this memorandum, we will discuss only a select
few. However, these documents are by way of representation not
limitation.

a. IR Vonorandun

In a memorandum dated _ the taxpayer set
forth an overview of the NN MM restructuring. The following
is essentially a verbatim recitation of the facts as set forth in
that memorandum.

I R the‘parent companies decided to restructure

their interests in for non-tax reasons. The business deal
involved three basic steps:

1. and I >oucht for cash in R
shares the stock interest in the [l companies
owned by As a result of this purchase which

took place in
of the minority interest in
by and

the Companies (exclusive
} became owned
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and I 2greed to divide the NN

2.
companies up into two geongps, a North American
group to be wholly-owned by and a non-North
American group to be wholly-owned by NN (the
"Division®) . and _’agreed to jointly
develop technolegy and not to compete following the Division
in the technology and business field in each other's
territory. The purpose of the Division was to allow each of
and to pursue the business of the
companlies on its own in its respective territory. This was
intended to _enhance the overall efficiency and profitability
of the businesses. In the United States, the Division
allowed to offer a more complete line of products
for the industry. The Division tocok place on

3. Following the division, [N - I .22

agreed to cooperate in various way (even though they were no
longer sharing profits and losses from the ﬁbusiness

earned within their regions). Especially, it was expected
that they would engage in joint research and development

work.

With respect to the steps involved in effecting the
division, these are set ocut in the SPEA. The basic mechanics
were quite simple. The transaction was a tax-free "split-off" by

of stock which it owned in the Foreign Companies.

Specifically, Il distributed all of the stock it owned in the
Foreign Companies to in exchange for stock of equal
value which {which was less than all the

stock owned by did not own any “securities"
of the Foreign Companies. then sold to for
ca 1l but a nominal amount of the stock which owned
in and the remaining stock it held in
Immediately after the Division, remained as a holding
with substantially all of its assets consisting of

COmMpPAn
& stock. These steps are described in more detail
(with specific numbers) below. In connection with the Division,

ﬁte were no contributions of distributions of assets between

and the Operating Companies. '
Based upon the facts above, which are directly from the
taxpayer's _memorandum the taxpayer is not
entitled to an allocation of § as a cost basis to the
SPA relates to the

I tcchnology. The
by Bl and IR

acquisition of the corporate stock of
gencies or purchase

owned in

There is no mention of contractual contin
of technology by the taxpayer.
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Further, this buyout was not and could not be treated as a
deemed I.R.C. § 338 transaction since no election was made nor
gain reported by the target companies [iijand

The division of the operating subsidiaries
between and was along geographic lines and treated as a
tax-free I.R.C. § 355 "split-off". It was a divisive
reorganization, not an acquisitive transaction. (i.e., I.R.C.

§ 338).

B. Framework Agreement
In the [NJENENEENN iraft memorandum, the taxpayer

continuaily refers to the "Framework Agreement" ("FA") dated [
to support its contention that this was a so-called
"contingent purchase transaction.®

However, beside the general overriding tone of the Fa
supporting our analysis that this was a division of
holdings along territorial lines and a sharing of the technelogy
without compensation, we have provided below a number of
provisions taken directly from the FA that contradict the
taxpayer's current arguments and support Examination's position:

o N - aim to . . . control the
technolocgy of the group in mutual cooperation between
iand .‘transmittal copy of FA provided

to Service on , pursuant to IDR request dated

e —and - oo . . . divide geographically
the companies and the operations of the [l szoup between
B - N 1C oo M

Ihe parties strive to develop the cocperation between
hand its owners concerning research and development as
well as separate projects in such a way that the products of

and those of the owners support each other by way of
joint subdeliveries or by way of other cooperation
arrangements. Id. at pg.
® As part of the division gf t erations of the.
group between andw “and
and their resgpective companies as well as possible

successors agree not to compete with one another within the
technology and business fields of Kamyr. Id. at rg.

® soth the I -croup and the I orcup shall
have equal rights to utilize within its geographical

territory all existing products and all existing technology
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developed and/or oWned by the- companies, e.g., through
cross licensing of existing patents and through exchange of

existini technical information. Herewith the license fees

from to will be discontinued. Id. at
rg. IR

® The parties agree on the division of the values of
respective groupings as follows:

- . . The value for the North American part is R
and_that for the rest of the world Ml of the total value
of Il excluding the part owned by the minority
shareholders of MM The parties will pay the tax
caused to Group by this restructuring in the same
prcportion. The parties will make a joint attempt to
accomplish the lowest tax possible.

This is based on _the condition th
rights to the technology from
place without compensation from
(emphasis added) I1d. at pg.

Based upon the FA, there is no reference or discussion of
any deemed annual royalty payments or license feesg. The message
of the FA is clearly that the technology at issue was to be
shared equally by the taxpayer and -along geographic lines,
without compensation.

C. Signing Memcrandum

Further, in a "Signing Memorandum" dated
the taxpayer stated and agreed as follows:
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This memorandum merely sets out what we have already
discu ove, that these documents represent an agreement to
shareWtechnology equally along geographic lines without
compensation.

D._ Pleadings

The taxpayer, as set forth above, was involved in extensive
litigation with [l and other parties regarding any number
of issues. The revenue agent has supplied a portion of the
pleadings for our review. Although the pleadings forwarded for
our review are lengthy, they no doubt represent a very small
amount of what was passed between the parties. However, certain
factual assertions and allegations by the taxpayer in various of
the documents are supportive of Examination's position.

In the taxpayer's Answer And Counterclaims And Third-Party
Complaint dated _, paragraph [l the taxpayer alleges:

The Answer at paragraph -alleges:

- Again, the pleadings do not support the taxpayer's
assertions.

E. Settlement Agreement and Mutual Release
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On or about NN ::c taxpayer, Jll and their
affiliates entered into a Settlement Agreement with respect to
the aforementioned litigation. Among other things, the taxpayer
was required to pay approximately $d in order to
settle the case.

The taxpayer alleges that this SHINENEEEEEp2yment was for

the "acquisition of the . . . intangible asset-a royalty free
license to use the technology (hereinafter referred to as the
right to use the technology')}". Memo page

Further, the taxpayer states that the "subsequent S[Jj
ayment for the right to use the technology was made

durin in accordance with the Settlement Agreement." Id. at
page i

However, a review of the actual Settlement Agreement ("Sam)
indicates that "the purpose of [the] Agreement is to clarify and
confirm the existing rights of the parties with respect to
certain techneclogy". (emphasis added) SA at page The fact
is, the taxpayer did not pay SN cor = royalty free

license. This was in settlement of the lawsuit filed by
against the taxpayer on varicus grounds.

Arqument 2: Allocation of Purchase Price Between

Stock and Technoloqgy

The taxpayer argues that the acquisition of the right to use
the technology by M and its affiliates is somehow an
acguisition of a separate and distinct asset, and that a
"purchase price" should be allocated to the stock and the right
to use the technology based on their reconstructed fair market
values,

As set forth above, it is our opinion that the taxpayer has
failed to demonstrate that there was in fact any acquisition of
the technology by the taxpayer.

The documents clearly demonstrate that what did take place

was an I.R.C. 355 "split-off" with the aim of geographi 1ly
dividing the cperations between the taxpayer and

In fact, page. of the FA clearly states that:
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Therefore, the taxpayer's second argument regarding
allocation of the purchase price is without merit since the
documents they have provided clearly demonstrate there was no
acquisition of technology in hor otherwise.

Arqument 3: Amortization of Technology

The final argument the taxpayer makes in their NN
draft memorandum is how the so-called "purchase price" of
the technology should be amortized. The taxpayer's discussion of
this issue begins as follows.

Memo at page

The memo then goes on to a general discussion of
amortization based upon a cost basis in the asset received in a.
"taxable purchase".

The fact is, there was no "taxable purchase" of any
technology by the taxpayer in -por any other year. 1In
fact, on page [l of the memo, the taxpayer states that its
"methodology" for determining the amortization is based upon
I.R.C. § 338.

It is unclear whether the taxpayer is arguing that this
transaction in was somehow a "deemed" I.R.C. § 338
acquisition or that they are merely using the methodology
contained therein. In any event,

(a) there is no concept that recognizes a "deemed" I.R.C.
§ 338 transaction;

(b) the methodology described in Treas. Reg. § 1.338(b)-37
addresses acquisitive transactions. This was a
divisive I.R.C. § 355 "gplit-off"

(c) there was no acquisition of technology in - -or
otherwise.

CONCLUSION
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In the situation presented, it is our position that | anc

itg affiliates (in part the taxpaver) did not make an acquisition
of htechnology in [N ﬂor otherwise. Therefore, the

taxpayer's claim to amortize these alleged capitalized royalty
payments from [l totalling $i are without merit.

with respect to the SHIEENEEEE payment made in [ to

settle outstanding litigation, the right to amortize is bein
claimid by Hll. However, it appears that [ d

actually paid the amount at issue.

The taxpayer was sent an IDR dated _

requesting the following information:

Please show the accounting treatment for
urpose b

book
and of the

-legal settlement reached in I with

In addition:

A. Please show who paid the settlement amount.

B. Please provide the proof that the
technology obtained under the
settlement was transferred by I to

C. Was any charge made by N to B or any
other subsidiaries to recover the cost of
the [ settlement?

It is our understanding that the taxpayer failed to respond
to such inguiries in a2 manner that would substantiate the alleged

payment .

Therefore, it is our position at this time, that the
taxpayer's claim should be rejected in total.

If you have any questions regarding the above, please
contact Ray Boulanger of this office at 551-5610.

EDWARD D. FICKESS
Agsistant District Counsel




